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Everyone knows that asset allocation is a major factor in determining a client’s investment return. But in the scramble to get the mix of stocks and bonds right, advisers can overlook another important element: asset location.

Worse yet, according to the academic experts who study this question, advisers often give clients the wrong advice on asset location—that is, they misdirect clients on which assets should go into a tax-deferred retirement account and which should be held outside an IRA or other such shelter. 
How can advisers get something so fundamental so wrong? The truth is that asset location is a problem. Although in theory the solution should be simple, in practice asset location decisions are beset by complications arising from the tax code, the needs and worries of individual investors, and the difficulties that arise when investments are divided—as they often must be—between several taxable and tax-deferred accounts. Even the academic experts don’t necessarily agree on the best path to follow.
Still, asset location matters for the simple reason that, for most clients, stocks produce capital gains and dividends that are taxed at a much lower rate than the interest paid on bonds. Yet when stocks are placed in a tax-deferred retirement account, such as an IRA, and the money is withdrawn, it is taxed as regular income, as if it had been earned on the job or from a taxable bond. Toss stocks into a retirement account, in other words, and you throw away a tax break. 

The obvious-seeming solution is to fill the retirement accounts with bonds until the desired asset allocation level is reached. Then, to the extent possible, hold the stocks in a taxable account—and make sure the stocks are held in a tax-efficient manner, such as by means of a passively managed index fund. 

This system is not only simple, but delivers a bonus in the form of tax losses. Benjamin Tobias, for example, a financial adviser and CPA in Plantation, Fla., says he keeps his clients’ equities outside their retirement accounts as much as possible. After three years of sub par performance by stocks, he says, “I was incredibly active in harvesting tax losses.” Tobias observes that transaction costs nowadays are low, and the portfolio impact is minimal because when a loss-harvesting sale is consummated, a comparable investment is usually available for immediate purchase without running afoul of the IRS. Meanwhile, these painless losses can offset capital gains.

The federal tax cuts of 2003—which lowered the capital gains rate to 15 percent from 20 percent, and lowered the tax rate on dividends (from the ordinary income rate to just 15 percent)—only amplify the importance of this bonds-in/equities-out policy, says Clemens Sialm, a University of Michigan finance professor who has studied the question of optimal asset-location decisions. “Now bonds are taxed even more heavily compared to stocks,” he says.

Academic studies tend to support the idea of putting the least-tax efficient investments—typically, bonds—into tax-deferred retirement accounts first. Perhaps the most comprehensive look at the whole subject comes from Robert Dammon, Chester Spatt and Harold Zhang, who published an award-winning paper on the topic in the June 2004 issue of the Journal of Finance. The authors state unequivocally that “investors are better off holding tax-efficient equity investments, locating them in the taxable account, and holding taxable bonds in the tax-deferred account.”

They also contend that many investors—and investment advisers—get this wrong. “Financial advisors commonly recommend that investors hold a mix of stocks and bonds in both their taxable and tax-deferred accounts, with some financial advisors recommending that investors tilt their tax-deferred accounts toward equity.”

But it’s more complicated than that, as is clear from the work of Dammon, Spatt and Zhang, who explore how asset location and asset allocation decisions interact. As Dammon, a professor of financial economics at the Carnegie Mellon University Tepper School of Business, puts it, "Most investment planners want to determine the optimal mix of assets before they determine their location, when in fact these two decisions should be made simultaneously." 

Dammon says that, in general, “the more money you have in your retirement account, the less equities you want to hold overall.” The reason is that stocks have a much lower after-tax return inside a retirement account than they do outside, with no reduction in risk. (When stocks are held outside the retirement account, Uncle Sam in effect shares the risk by allowing a tax deduction for any losses.) 

On the other hand, there’s a school of thought that contends that actively managed stock funds should be treated differently from passively managed stock funds. Sialm is the co-author of two papers suggesting that it’s better to hold actively managed stock funds inside a retirement account, and invest in tax-exempt municipal bonds (instead of corporates) outside of it—a view from which Dammon dissents. In one such paper, dated November 2000, Sialm and co-authors James Poterba (MIT) and John Shoven (Stanford) looked at actual returns on taxable bonds, tax-exempt bonds and a sample of actively managed funds for the period 1962-1998. 

“Over the thirty-seven year span that we consider,” the authors wrote, “such investors would have accumulated a larger stock of wealth if they had held their actively-managed equity mutual fund in their tax-deferred account than if they had held the fund in a conventional taxable form.” The authors say there are two reasons for this finding: first, actively managed equity funds generate a heck of a tax burden, and second, tax-exempt bonds are a pretty good deal for the rich.

Sialm says this is still true for wealthy investors in relatively high marginal brackets who hold actively managed equities, but less so now that the tax on dividends has been lowered. In other words, the tax cost of an actively managed fund has to be even higher to justify putting it into an IRA. And he acknowledges that if the equities are passively managed in a low-cost index fund, he agrees with Dammon, Spatt and Zhang: keep them outside the retirement account. In their 2000 paper, Sialm and his co-authors said roughly as much: “Our bootstrap simulations indicate that a risk averse retirement accumulator would historically have fared better with an index fund, and an asset location strategy that held this fund in a taxable setting, than with a randomly chosen actively managed fund, held in the tax-deferred account.” The explanation is that index funds “impose low enough tax burdens on their investors that they gain less from the pension environment than the premium of corporate bond yields over municipal bond yields.”

Indeed, almost everyone agrees that exploiting the tax advantages of proper asset location enhances the attractiveness of index equity funds. David Stein, managing director of Parametric Portfolio Associates, a Seattle money management firm that seeks to add value through active tax management, is downright disdainful of actively managed stock funds in part because they generate all that tax liability. “I think they’re stupid,” he says bluntly, adding: “I’m pushed toward indexing anyway, but especially in a taxable account.” 

Chris Cordaro, chief investment officer of Regent Atlantic Capital in Chatham, N.J., asserts that most equity portfolio managers don’t worry about taxes as much as they do achieving the gaudiest pre-tax return they possibly can, which is one reason why, “If you have taxable and tax-deferred accounts, it is extremely hard for tax-inefficient active management to make sense.”

Cordaro and financial planning consultant Gobind Daryanani published a paper in the January edition of the FPA Journal that provides financial advisers with something like a practical road map for dealing with the problem of asset location. Using data from Morningstar’s Principia service on mutual fund tax-efficiency, their model ranks investments based on the difference in their after-tax return inside an IRA versus outside. Then the IRA is filled--in order--with the investments that benefit most from being placed there. The system is especially useful in dealing with asset sub-classes, such as large-cap growth stocks or small-cap value stocks, which may have very different tax costs even though such funds all contain stocks.

The importance of this is clear from Principia’s 10-year data as of March 31, 2005 for the tax cost of mutual fund categories as a percentage of their total return. The mid-cap growth category, for example, had a tax-cost ratio of 19.91 percent, while the mid-cap blend had a more favorable ratio of 14.33 percent. Taking this to extremes, high yield bonds had a tax cost ratio of 56.67 percent, versus just 7.18 percent for diversified emerging markets.

If different types of investments can call for different asset location decisions, so can different types of investors, at least according to William Reichenstein, a professor of investment management at Baylor University’s business school. In a 2001 paper in the Journal of Wealth Management, he posited three types: traders, who must cope with short-term capital gains; active investors, who deal with long-term capital gains, and passive investors, who simply buys and hold, never paying capital gains taxes at all. 

Reichenstein concludes that for the trader, there is no one optimal asset location (or allocation) decision; different scenarios can be constructed with the same risk/reward outcome whether stocks or bonds are in the retirement account. For active investors, bonds should be in the retirement account to the extent possible, although it doesn’t make a huge difference. But for passive investors, the course is clear: bonds in the retirement account and stocks out. “Moreover,” Reichenstein writes, “the asset location decision is much more important to this passive investor than to an active investor.”

But real world financial advisers deal with people, not theoretical models, and those doggedly human clients can add further layers of complexity. They may want liquidity, for instance, and might worry about having to sell equities at an inopportune moment. And their portfolios, which might well be spread across multiple retirement and non-retirement accounts, have to be rebalanced despite restrictions on the movement of funds between these veritable investment silos.

The experience of Paula Hogan, a financial adviser in Milwaukee, is illustrative. Because of the difficulty of rebalancing when different asset classes are segregated from one another by the barrier of tax-deferral, Hogan says her clients’ taxable and tax-deferred portfolios tend to have roughly comparable proportions of equities and bonds, although she tries to put the least tax-efficient funds into the retirement accounts. The bonds outside the retirement accounts can be municipals, cutting taxes further. Separate asset classes strictly by tax advantage, she says, and rebalancing is “a nightmare.”

To address this problem, Daryanani called on Cordaro’s firm and two others for help. He asked them to solve weekly rebalancing problems and then explain how they did so. The information they provided was then incorporated into software called iRebal (www.irebal.com) that uses artificial intelligence to automate the often complex process of rebalancing client portfolios across multiple accounts. Although the software is expensive—about $50,000 for an annual license—Daryanani contends it can save considerable staff time for larger firms with hundreds of clients.
Hogan, for one, is particularly concerned about liquidity, both as it relates to what’s in the retirement accounts and, more importantly, what’s not. Stocks throw off less cash than bonds, after all, and she feels rich clients like to feel rich rather than stumbling over a large unexpected expense. As a result, Hogan says she believes in holding ample cash reserves outside the retirement account. But doesn’t keeping all that dough in a money market fund drag down investment returns? Quite the opposite, Hogan maintains: “I find the portfolio can be put to work more aggressively without worrying about emergencies.”

Dammon says the answer here is credit. Wealthy investors can use their borrowing power to insulate themselves from liquidity shocks—and should even borrow, assuming they can do so cost-effectively, to build up their equity portfolio to the desired level outside of a retirement account. Home mortgage debt is one obvious source of funds, since mortgage interest (within certain loose limits) is tax deductible and mortgage interest rates are favorable. 

Another option is simply to use the need for cash as an opportunity to persuade clients to do something smart, such as deciding to bite the bullet on some long-term stock appreciation that has accumulated outside their retirement accounts. “Investors have a large gain over time in an equity fund and want to hold on and not pay taxes,” explains Tobias. But he’s worried about yawning federal deficits: “I don’t think the 15 percent capital gains tax will last. I think it’s going to go up. I’m happy to take it now.”

Dean Jackson, a vice president at Merrill Lynch in San Francisco who advises high net worth clients, says there is simply no one-size-fits-all answer to the asset location conundrum. He notes, for example, that a client’s time horizon is a crucial element of planning in this arena, and “the time horizon for retirement funds is often different than for funds held outside the retirement accounts.”

One client may be 41 years old and have a long way to go before he can even access his retirement money. Another client may be close an early retirement and thus might need to tap her non-retirement funds before the age at which retirement money is available without penalty. Or a client might be holding financial assets outside his retirement accounts for some specific purpose that would influence how it is invested. Because retirement funds typically are invested with a longer time horizon, Jackson says “we’re often a little more aggressive” with that money in the knowledge that there is time to wait out a bull market in order to exploit the long-term upward bias of equities.

It’s also worth remembering that investor location can make a difference in deciding asset location. Tax treatment of capital gains varies widely among the states; clients living in high-tax states that treat capital gains as ordinary income face a somewhat different situation than clients in states that don’t tax capital gains at all. Of course, the federal tax difference is paramount. But in general, the lower the state capital gains rate, the greater the advantages of the bond-in-the-IRA approach. 

Investor psychology is yet another hurdle to ideal asset location. “That is absolutely the largest problem,” says Tobias. Clients may be more (or less) risk averse with their retirement money, for example, regardless of the tax consequences. And instead of looking at their portfolio as a carefully balanced whole, investors wonder why the taxable part is doing better than the IRA or vice versa, even though the retirement and non-retirement accounts might contain very different asset classes. Hogan says that for this reason, it’s crucial to present clients with consolidated investment reports to convey the sense of “a single bucket of money.”

Tobias reports the same problem. “Clients come in and say, ‘this account is doing great, but why isn’t anything happening with my IRA?’” he says. “It takes education. You have to take the time to explain why you’re doing it this way—for maximum after tax returns.”
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